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SUBJECT: Deficiency Assessnents

SUMVARY

This bill, which is sponsored by the Franchise Tax Board (FTB), would allow the
FTB to continue its current practice of using tax returns (either paper or

el ectronic) or information electronically captured fromtax returns to nake
deficiency determinations. |If a tax return or electronically captured return
information is not avail able, the taxpayer would be notified and have 30 days to
provi de a paper or electronic copy of the tax return to FTB. Additionally, FTB
woul d be required to provide a statenent in tax booklets inform ng taxpayers that
they may be requested to furnish FTB with a copy of the California or federal tax
returns that are the subject of or related to a federal audit.

EFFECTI VE DATE

This bill would be effective on January 1, 2001, and expressly would apply to
noti ces of proposed deficiencies issued on or after January 1, 2001.

LEG SLATI VE H STORY

This provision is initiated in response to a California Court of Appeal decision
filed Decenber 21, 1998: Wertin v. Franchise Tax Board (1999) 68 Cal. App. 4'"
961. The taxpayer argued the Franchise Tax Board (FTB) failed to issue a valid
notice of proposed assessnent (NPA) because FTB had not reviewed the taxpayers’
tax return prior to issuing the proposed assessnent and thus had not validly
determ ned the anount of tax due as required by statute. The FTB argued the
trial court erred in applying federal case | aw and standards to a question of
California tax law and FTB was not required to review the taxpayers’ actua
returns before issuing the notice of proposed assessnent. The Court of Appeal
held in favor of the taxpayer that a deficiency issued by the FTB was invalid
because FTB issued its NPA without review ng the taxpayer’s tax return.

In the Wertin case, the basis for FTB s NPA was a federal audit determ nation for
tax year 1983. The federal determ nation was final many years after the
expiration of California s general four-year statute of limtation (SOL) for

i ssuing NPAs. However, an IRS audit determ nation reopens the California SCL for
i ssuing NPAs for that audit year. For federal audit determ nations that were
final prior to January 1, 1993, FTB had six nonths after receiving adequate
notification fromthe taxpayer of the final Internal Revenue Service (IRS)

determ nation to i ssue its NPA
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In the Wertin case, FTB did not have the original tax return filed by the

t axpayer because the return had been destroyed during the departnent’s routine
annual purging of paper files. Returns are retained beyond the general SOL for
issuing NPAs if flagged for special treatnent, which is generally because an FTB
audit is in process or it is known that a federal audit is pending. For Wertin
and many ot her taxpayers, FTB is not aware of a pending federal audit until after
California s general SOL has expired, so at the tinme the federal audit is final
the taxpayer’s actual California paper tax return has been destroyed. Al so for
Wrtin, FTB failed to obtain a copy of the return that the taxpayer stated he had
in storage.

Al though FTB did not review the Wertins' tax returns, it did review information
on its records regarding their 1983 tax liability in order to arrive at its
deficiency calculation. Wen a tax return is processed by the FTB, key data are
captured and retained on an electronic data base. |In the situation where an NPA
is issued after a return is destroyed, staff reviews its electronic record that
contains a summary of the taxpayer’s return information and makes a determ nation
as to the deficiency based on that information and federal information furni shed
by the taxpayer and/or the |IRS.

The Wertin court said that its finding that the assessnment issued to Wrtin was
invalid is consistent with Scar v. C. |I. R (814 F.2d at p. 1369) and federa
standards. However, FTB staff disagrees. 1In Scar, the IRS had nade an arbitrary
defici ency assessnment stating on the notice that since the original income return
was unavail able at the tine, the inconme tax was being assessed at the maxi numtax
rate of 70% In contrast, in the Wertin case, FTB used infornmation fromthe
taxpayer’'s originally-filed California return that was el ectronically captured
during return processing as the basis for the assessnent.

FTB petitioned the California Suprenme Court to review the Wertin decision, but
that petition was denied. The case is now final and is a published opinion.

As a result of the Wertin case, any deficiency determ nation that FTB nakes

wi t hout reviewi ng the actual paper tax return may be held to be invalid. For the
nmost part, the Wertin decision primarily affects FTB' s assessnents that are based
on IRS audit reports, where the paper return that was filed is no | onger

avail able within the departnment. However, dependi ng upon how the Wertin decision
is interpreted, there could be an inpact to FTB s current business practice of
using electronically captured information whenever possible without pulling the
tax return from storage.

SPECI FI C FI NDI NGS

Under federal statutory law, if there is a deficiency in any tax reported to the
IRS, the IRS may issue a notice of deficiency (Internal Revenue Code (I RC)
section 6212). Deficiency generally is defined as that anount that exceeds the
tax shown by the taxpayer upon his or her return plus anounts previously assessed
as a deficiency (IRC section 6211).

Under California incone tax law, if FTB determ nes that the tax discl osed on an
original or anended return is less than the tax disclosed by an audit, FTB shal
mai | a notice of proposed deficiency (Revenue and Taxation Code (RTC) section
19033) to the taxpayer. California generally conforns to the federal definition
of deficiency (RTC section 19043).
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Under FTB' s current practice, all paper returns received by FTB are

el ectronically processed and critical return information is captured to
facilitate exam ning accounts wi thout retaining or retrieving the actual tax
return. FTB has many audit processes to determ ne whether a tax deficiency (or
over paynent) exists, which include those cases where the taxpayer has failed to
file a personal incone tax return. Determ ning the amount of the deficiency may
requi re manual intervention or may be strictly an automated process. FTB may
conduct an audit in the field using the records of the taxpayer or may conduct an
audit using the filed tax return and correspondence, return information

el ectronically captured and correspondence, or a conbination of all information
available to FTB, including IRS audit information. Because California generally
conforms to federal law, reliance on a federal audit determination is a very
cost-effective nmethod for determining the California deficiency, if any. For
exanmple, for fiscal year 1998/99, using the federal audit determ nation process
FTB assessed $230 million in personal inconme tax deficiencies, with a benefit to
cost ratio of over $35 to $1.

As a result of all audit processes, and the taxpayer filing a personal income tax
return, approximately $300 mllion in deficiency assessnments were issued by FTB
for fiscal year 1998/99. Staff estimates that of these assessnents, the tax
return woul d not have been avail able for deficiency assessnents totaling $115
mllion, primarily because of the FTB practice of purging tax returns. O the
remai ning $185 mllion in deficiency assessnents, returns were not retrieved from
storage due to FTB' s current business practice of using electronically captured
data to process NPAs based on federal audit determ nations.

Head of household filing status audits historically have proven very cost-
effective. For these audits, FTB staff relies on electronically captured return
i nformati on and questionnaires conpleted by the taxpayer. The tax returns are
not retrieved fromstorage. For fiscal year 1997/98, FTB disallowed the head of
househol d filing status for approxi mately 93,000 taxpayers resulting in
defi ci ency assessnents totaling approximately $50 million. The cost

ef fecti veness of these audits would be negated as a result of the Wertin decision
if staff were required to retrieve each tax return fromstorage to nake the
assessnent .

Wth respect to FTB's current case inventory, approximtely 125 cases are under
appeal and one case is in litigation where the underlying assessnent is based on
a federal audit determnation. It is unknown whether these specific cases wll
be affected by the Wertin decision or would be affected by this proposed

| egislation. Additionally, the nunber of audits, assessnents or protests in
process that may be inpacted by the Wertin decision or this proposed | egislation
is unknown at this tine.

As an efficiency neasure, many tax returns are sent to the FTB el ectronically.

For electronically-imged returns, a paper docunment is retained; however, for

el ectronically-filed returns, which include tel ephone-filed returns, there is no
paper tax return. During 1998, FTB received approximately 1 mllion

el ectronically-filed personal income tax returns (including tel ephone-filed
returns), which was a 131% i ncrease from 1997. So far this year (2000), the

el ectronic filing of 1999 tax returns has increased by 45% over |ast year at this
time; 37%of the 1999 returns are being electronically filed, conpared to 27%

| ast year.
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The FTB (and I RS) has used an extensive advertising canpai gn to encourage
electronic filing of tax returns because it is nore efficient for processing and
storage. Furthernore, new technol ogies are being used to reduce the storage of
paper returns. For 1999/2000, FTB will have spent approximately $6 mllion to

| ease approximately 122,000 square feet to store and maintain the personal and
corporate paper tax returns under its current business practice of purging files
in conjunction with the expiration of the general SCOL for issuing a deficiency
assessnment. The FTB (and IRS) is noving toward elimnating paper tax returns.

Pol i cy Consi derati ons

@ 1If the decision made by the Appellate Court in Wertin requires the
department to review the actual tax return in lieu of electronically
captured i nformation, deficiency assessnents totaling approximately $300
mllion per year could be at risk of invalidation

@ Staff believes the court’s finding that the actual tax return nust be
reviewed before issuing any assessnment of a deficiency is without nerit
since the Wrtin's NPA was based on return information that was captured
el ectronically fromthe actual paper return. This bill would clarify
that it is appropriate for FTB to continue its practice of using
el ectronically captured tax return information to determ ne tax
defi ci enci es.

® The Legi sl ature recogni zed the need for electronic comruni cation and
filings by enacting RTC 18621.5, which addresses filings with FTB by
“el ectronic imagi ng technol ogy” and defining “el ectronic technol ogy” and
“traditional medium” The court’s conclusion during a tinme of mgjor
advances in electronic technology is detrinmental to the operation of the
departnment and reduces filing options for taxpayers.

@ To reduce storage costs, add efficiencies, and help sinplify the filing
process, both the FTB and the I RS are using electronic technology to
nmove toward a paperless filing environment. The Wertin decision could
be a maj or obstacle in achieving this goal.

| npl emrent ati on Consi der ati ons

This bill generally reflects current practice; therefore, inplenmenting this
bill would not significantly inpact the departnent’s prograns or operations.

FI SCAL | MPACT

This bill generally reflects current practice; therefore, it would not affect
departnmental costs or tax revenue.

BOARD PCSI TI ON

Support. The FTB voted at its neeting on Decenber 16, 1999, to sponsor the
provi sion contained in this bill



